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From the Bankruptcy Courts
Benjamin Weintraub* and Alan N. Resnick**
THE VULNERABILITY OF LIENS
SECURING OBLIGAiiONS TO PAY
DECEASED OR RETIRING
SHAREHOLDERS FOR
REPURCHASED STOCK

becomes insolvent and files a petition under chapter 11?

Every now and then, one or
more st()ckholders in a private
corporation become weary of
working because of a desire to
seek other opportunities, illness,
or retirement. Needless to say,
requiring the corporation to pay
the retiring stockholder only in
cash for the stock is not a desirable incentive for the buyer, nor
does the buyer's unsecured promise to pay satisfy the seller. A
middle course seems to satisfy
both seller and buyer, namely,
granting the seller a security
interest in the corporation's assets
while making periodic payments.
As long as the company is solvent
and remains solvent, there is no
one to complain, but what happens to the buyout if the debtor

In re Dino & Artie's Automatic
Transmission Co., 1 a case involving a corporation that engaged in
repairing motor vehicles and
owned unimproved real estate,
supplies an answer. Arthur Pinori
and Dino Magaletto were the sole
stockholders with each owning
ninety shares of the corporate
stock. In April1979, they entered
into a stockholder's agreement
that provided in part that upon the
death of either, the corporation
would repurchase the decedent's
share of stock for a purchase price
in the manner provided in the
agreement. In furtherance of this
arrangement, the corporation was
to obtain insurance policies on the
lives of the shareholders so that
the proceeds of the policy could
fund the buyback obligation.
Only five months later, in October 1979, Pinori died and Mrs.
Pinori, the executrix of her husband's estate, entered into negotiations with the corporation with
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Dino & Artie's Automatic
Transmission
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respect to its obligation to purchase the stock. Apparently, the
corporation had difficulty in obtaining the insurance to fund
completely the purchase of Pinori's stock.
Ultimately, the executrix agreed
to a smaller settlement, accepting
$50,545 in ins~rance proceeds
under the life insurance policy and
$175,000 as the balance of the
purchase price with respect to the
buyback of Pinori's shares of the
corporate stock. Pursuant to this
agreement, the corporation executed a promissory note, dated
November 19, 1980, for $175,000
secured by two mortgages, one
covering the corporation's principal place of business and the other
covering the corporation's unimproved parcel of land.
Both mortgages contained identical riders that referred to the
corporation's promissory note but
did not indicate that the promissory note reflected the corporation's obligation to repurchase the
stock pursuant to the stockholder's 1979 buyback agreement. The
sole reference made was that this
"collateral mortgage" was given
pursuant to an agreement, dated
August 15, 1980, between the parties and that it secured the corporation's promissory note "in favor
of the Estate of Arthur Pinori, deceased." 2

Issues
Time passed and on May 12,
1986 Dino & Artie's Automatic
'
..
Transmission Co. filed a petitiOn
under Chapter 11. Mrs. Pinori, as
executrix of the estate of Arthur
Pinori, moved to vacate the automatic stay pursuant to Section
362(d) of the Bankruptcy Code so
that she might proceed with her
state court foreclosure action
against the unimproved parcel of
land and recover the balance of
$134,615 remaining unpaid. In opposition to this motion, the debtor
contended that the secured claim
of the Pinori estate should tie subordinated to the general claims.of
unsecured creditors because the
claim arose as a result of a shareholder's buyback agreement. Additionally, the debtor argued that
the obligation to purchase the
shares should not be honored because of the provisions of Section
513 of the New York Business
Corporation Law 3 which prohibits
any buyback when the corporate
debtor is insolvent.
Testimony revealed that the unimproved property was valued at
$200,000 subject to a first mortgage of$100,000 held by <;:itibank,
unpaid tax liens, and a th1rd mortgage in the sum of $140,000. Mrs.
Pinori as executrix held a second

3

1

Jd. at 266.

N.Y. Bus. Corp. L. § 513 (McKinney

1986).
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mortgage. The court found that
not only did the debtor lack equity
in the property but that the debtor's testimony indicated that the
property was not necessary_ to an
effective reorganization of the
debtor. As to insolvency, there
was no evidence. that the· debtor
had been insolvent prior to the
filing of the petition, but the debtor's insolvency was found to exist
on the date of the filing of the
chapter 11 petition.
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the creditor's interest in the property.4

The reader will note that Section 362(d) allows a "party jn
interest" to seek relief from the
t
automatic stay with respect to
property of the estate. If the moving party does not nave a lien on
tb.e property, "it follows that the
creditoris not a 'party in interest'
as to such property." 5
Validity of Lien

This approach led to a consideration of Section 513(a) of the
New York Business Corporation
Section 362(d)(2) allows a
Law which declares: "A corpora"party in interest" to request re- tion . . . may purchase its own
lief with respect to a stay of an act
shares, or redeem its redeemable
against property. upon a showing
shares, out of surplus except
that the debtor does not have
when currently the corporation is
equity in the property and such
insolvent or would thereby be
property is not necessary to an
made insolvent." As to the effect
effective reorganization. Having of this provision, the court stated:
found such factors to exist, it ''This statutory provision reinwould appear that the court would
forces the basic rule that the
vacate the stay without further equities generally favor the conado. Indeed, the court stated, as ventional general creditors rathfollows:
er than stockholders or former
stockholders. " 6
Generaily, extraneous issues, which
The court noted that there •Was
are usually in the form of affirmano
recitation in the mortgages or
tive defenses or counterclaims are
in
the
riders to the mortgages that
not entertained in the context of a
they
secured
a stoGk repurchase
motion for relief from the auto.matic stay and are tried separately.· obligation of the corporation,
Relief From the Stay

, .. However, when the debtor's
defense to a motion for relief from
the automatic stay contests the :validity of the creditor's lien, as distinguished from the amount of the
lien the court should entertain this
·issu~ because it goes to the heart of

4
In re Dino & Artie's Automatic
Transmission Co., 68 Bankr. at 267-268.
s Jd. at 268.
6 Id.
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ther:eby indicating that the nature
In the instant case, general unsecured creditors may disregard a
of this transaction could not be
mortgage lien which was given by
determined by examining the
the debtor corporation to secure a
recorded documents. Moreover,
stock
repurchase agreement that is
since the debtor was insolvent at
now unenforceable against this inthe time of the Section 362(d) mosolvent debtor corporation in action, any payment would not
cordance with Section 513(a) of the
come out of surplus and would
New York Business Corporation
adversely affect the interests of
Law. Because the underlying obligeneral un~ecured creditors. No
gation is unenforceable, it follows
distinction was to Qe drawn from
that the mortgage, which was given
the fact that the promissory note
to secure the repurchase obligation
must also fall with it ... Not only
and mortgages were issued to the
should a mortgage lien be disredeceased stockholder's widow
garded
if it violates Section 5 I3(a)
and not to the stockholder diof
the
New
York Business Corporectly. The result was the same
ration Law, but the underlying
because the mortgages served to
claim arising out of an insolvent
collateralize an obligation arising
corporation's stock repurchase obunder a corporate stock repurligation• must be subordinated in
chase· agreement.
favor of the claims of the debtor
In analyzing the validity of the
corporation's general creditors in
mortgage, the court focused on In
accordance with the principles of
reFlying Mailmen Service, Inc., 7
equitable subordination expressed
in 11 U.S.C. § 5IO(c)(l).s
a case involving a similar buyback
transaction. The court in that case
Analyzing the case of Liebowitz
held that a security .agreement
v. Columbia Packing Co., 9 which
was unenforceable in priority to was "strikingly similar" to the
the claims of other creditors who
became such subsequent to the
filing of a UCC financing state8 In
ment. The financing statement
re Dino & Artie's Automatic
was not sufficient notice to subor- Transmission Co., 68 BjUlkr. at 269. Secdinate subsequent creditors to a tion 510(c)(l) provides as follows:
[A]fter notice and a hearing, the court
lien securing a stock repurchase
may-(!) under principles of equitable
agreement that would be unensubordination, subordinate for purposes
forceable against an insolvent
of distribution all dr part of an allowed
claim to all or part of another allowed
corporation under state law. .
claim or all or part of an allowed interest
The court in Dino & Artie's
to all or part of another allowed interest;
or (2) order that any lien securing such a
then concluded:

7

539 F.2d 866 (2d Cir. 1976).

subordinated claim be transferred to the
estate.
9 56 Bankr. 222 (D. Mass. 1985), aff'd,
802 F.2d 439 (1st Cir. 198~.
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case at bar, the court cited with
approval several of its 'conclusions of law, namely:
(1) It was immaterial that the
debtor corporation was solvent
when it purchased the stock from
the deceased's estate and that tpe
purchase agreement was made in
good faith.
(2) It was essential that the corporation have sufficient surplus to retire the stock at the time payment
was made out of the corporate assets.
(3) A stockholder who received
cash and a promissory note in a
stock purchase agreement did not
stand on an equal footing with trade
or general creditors if the corporation goes into bankruptcy, but the
underlying transaction survives
and the n~te becom~s an equity obligation.
(4) A stockholder who accepts a
note in payment for his stock assumes the risk that the corporation
will be insolvent when the note becomes due.

[VOL. 20 : 188 1987]

son was a liquidation case under
the Bankruptcy Ac;t, and neither
subordinated creditors nor stockholders would receive any dividend. It is, therefore, an open
question in a chapter 11 case such
as Columbia whether it would be
appropriate for the court to subordinate a claim based upon a
buyback of corporate stock and
lower the claim to a status on a
par with stockholders by virtue of
the provisions of 11 U.S.C.
§ 510(c).
The court, in Dino & Artie's,
concluded that Mrs. Pinori had
not sustained the burden of establishing that she was "a party in
interest" who was entitled to relief from the automatic stay under
Section 362(d) with respect to the
mortgage covering the debtor's
property which the debtor issued
to her to secure its stock repurchase obligation under the stockholder's buyback agreement. Accordingly, the motion for relief
from the automatic stay was denied because her mortgage lien
was unenforceable pursuant to
Section 513(a) of the New York
Business Corporation Law.

The court's citation of the CoLumbia case, which in tum relied
on Robinson v. Wangemann 10 for
the proposition that a note issued
in a stock repurchase transaction
would become an equity obligation if the corporation is in
Preservation of Lien
bankruptcy, raises an interesting
questio.n. Should the selling
Although not necessary to a deshareholder have priority over termination of the motion to varemaining shareholders by virtue cate the stay, it may be useful to
of its claim as a credi~or? Robin- speculate on the Felative rights
among the mortgagees resulting
from the court's decision. As in1o 75 F.2d 756 (5th Cir. 1935).
dicated above, the real property
192
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valued at $200,000 was encumbered with three mortgages:
$100,000
First mortgage
Unpaid taxes
Unspecified
Pinori's second
mortgage
$134,615
Third mortgage
$140,000
Assume the unpaid taxes to be
$10,000. This leaves $90,000 coverage to be paid to the next lienor,
the second mortgagee. However,
the court held that mortgage to be
invalid. Does this mean that the
third mortgagee gets a windfall?
No, because Section 551 of the
Bankruptcy Code provides. for an
automatic preservation of an
avoided transfer: "[A]ny lien void
under section 506(d) of this title, is
preserved for the benefit of the.
estate but only with respect to
property of the estate." 11
The complementary Section 506
(d) provides~ "To the extent that
a lien secures a claim against
the debtor that is not an allowed
secured claim, such lien is
void. " 12
ll

12

II U.S.C. § 551.
11 U.S.C. § 506(d).

Accordingly, since the secured
claim was held to be void, it was.
disallowed as a secured claim
against Mrs. Pinori but preserved
for the estate and the estate
should be entitled tq payment
prior to the third mortgage.
Conclusion
Does the Dino & Artie's case
mean that lawyers will desist
in recommending stock buyout
agreements and that the legal
forms for such agreements appearing in form books: will disappear? Hardly. It is more likely that
stockholders will continue their
optimism that corporations will
remain solvent after the repurchll'se of stock of a deceased or
retiring stocl{holder. As "for trade
creditors and financial institutions, the warning is to examine
minutely a debtor's mortgages,
vee financing· statements, and
other credit transactions and
agreements to ascertain whether
there is a stockholder's buyback
transaction and, if so, to determine what action, if any,. is to be
taken.
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